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NORTH DAKOTA PROFESSIONAL CORPORATIONSTAX CONSIDERATIONS-A WANING
UNCERTAINTY*

I.

INTRODUCTION

On July 1, 1963, North Dakota's Professional Corporation Act
became effective., This act allows persons performing professional
services 2 to incorporate.3 From the effective date of the Act until
August 12, 1969, a period of six years, only twelve professional service corporations, including two law firms, filed articles of incorporation with the North Dakota Secretary of State.4 On August 8, 1969,
the Internal Revenue Service conceded, ". . . that organizations of
doctors, lawyers, and other professional people organized under
state professional association acts will, generally, be treated as
corporations for tax purposes. ' 5 This was confirmed by the Internal
Revenue Service in a recently issued revenue ruling. From August
12, 1969, through January 14, 1970, a period of less than six months,
another twelve professional service corporations, this time including
three law firms, filed articles of incorporation with the North Dakota
7
Secretary of State.
To provide the reader with a better understanding of the above
phenomena, the history of the battle-for corporate tax treatmentbetween professional people and the Internal Revenue Service will
• The author wishes to express his appreciation to Garry A. Pearson, Attorney at
Law, Grand Forks, North Dakota, for the suggestions and criticisms he made during the
preparation and writing of this note.
1. Professional Corporation Act N.D. CENT. CODE ch. 10-31 (Supp. 1969).
2. "The term 'professional service' means the personal service to the public which
requires a license as a condition precedent to the rendering of such service and which
prior to the passage of this chapter could not be performed by a corporation."
(Supp. 1969).
N.D. CENT. CODE § 10-31-01 (1)
3. "The term 'professional corporation' means a corporation which is organized under
this chapter for the sole and specific purpose of rendering professional service and which
has as Its shareholders only individuals who themselves are duly licensed or otherwise
legally authorized within this state to render the same professional service as the corporation."
N.D. CENT. CODE § 10-31-01 (2) (Supp. 1969).
4. Letter from Ben Meier, Secretary of State, State of North Dakota, to the author,
August 12, 1969. As indicated by the corporate name, besides the two law firms, the list
consists of the following firms: two architects, two engineers, three medical clinics,
one dentist, one veterinary clinic and one which Is unascertainable.
6. TIR 1019, 7 CCH 1969 STAND. FED. TAX REP. ff 6867 (Aug. 8, 1969).
6. Rev. Rul. 70-101. IRB 1970-9, p. 13, 6 P-H 1970 FED. TAX fT 54,874.
7. Letter from Ben Meier, Secretary of State, State of North Dakota, to the author,
February 25, 1970. Besides the three firms, the list includes one engineer, four medical
clinics, one veterinary clinic, two doctors, and one psychiatric firm.
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be discussed." Also, for the reader who is not already familiar with
the occurrence of past events concerning professional incorporation,
a general discussion of the history involved should better enable him
to understand the uncertainty 9 which is still involved with incorporating and be more aware of existing dangers to be avoided. The main
purpose of this note, however, is to inform the reader of some of the
tax implications of a professional corporation as compared with a
partnership or a sole proprietorship. Hopefully, this will help persons
providing professional services to the public, with a noncorporate
form of organization, to reach a rational decision whether or not to
incorporate.
II. HISTORY
Much of the problem in the past evolved around whether a professional service organization should be classified, for federal tax
purposes, as a corporation,' a partnership, 1 or in some other way,
such as a trust. In addition, much of the difficulty arose because of
an inconsistent strategy used by the Commissioner of the Internal
Revenue Service.
A.

THE COMMISSIONERS CORPORATE

RESEMBLANCE TEST

The Commissioners corporate resemblance test was developed
in Morrissey v. Commissioner. 2 In 1921, a group of investors entered
into a trust agreement and transferred certain real estate to designated trustees. The Commissioner contended that although the organization was formed as a trust, it in fact resembled a corporation
and therefore should be classified as an "association" and taxed
as a corporation. 8
The Supreme Court of the United States held in favor of the
Commissioner because it said the enterprise had the pronounced
characteristics of a corporation. These characteristics were: (1) it
held title to property; (2) it had centralized management; (3) it had
continuity of life; (4) it facilitated the transfer of beneficial interests;
and (5) there was a limitation on personal liability. 4 The court said:

In such a case, we think that these attributes make the trust
8. For -bibliographical material see: Bittker, Professional Services Organizations: A
Critique of the Literature, 23 TAx L. REv. 429 n. 1 (1968).
9. See the discussion of possible retirement plan restrictions in the future, infra p. 444.
10. INT. Rav. CODE of 1954, § 7701 (a) (3) gives this broad definition:
"The term 'corporation' includes associations, joint-stock companies, and insurance
companies."
11. INT. REv. CODm of 1954, § 7701 (a) (2) has this definition:
"The term 'partnership' includes a syndicate, group, pool, Joint venture, or other
unincorporated

organization

. . . and which Is not . . . a

tion ....
"
12. Morrissey v. Commissioner, 296 U.S. 344 (1935).
13. Id.
14. Id. at 359.

trust or estate or a

corpora-

NoTEs
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sufficiently analogous to corporate organization to justify the
conclusion that congress intended that the income of the enterprise should be taxed in the same manner as that of corporations. 15
In addition, the court emphasized that the statutory definition implied
'
resemblance only, i.e., "it is resemblance and not identity."16
The Morrissey corporate resemblance test was first applied in
1936 to a group rendering professional services in Pelton v. Commissioner.17 Three physicians had organized a medical clinic in trust.
The physicians argued that their income should be taxed to the
beneficiaries because Illinois law prevented them from forming a
corporation. The government again argued that the trust was an
association and taxable as a corporation. The Court of Appeals
of the Seventh Circuit held for the government on the grounds that
continuity of the enterprise, centralized management, limited liability and transferability of ownership were all present.18 The court
also pointed out that state law is of no importance for purposes of
taxation.1 9
B.

KINTNER

With an increase in income tax rates and a realization that
there were fringe benefits, in some instances, to be derived from
being taxed as a corporation, the position of the Commissioner and
many professional people was reversed. In Montana, for example,
a group of doctors formed a clinic tailored after Morrissey and
Pelton. At that time physicians in Montana were not permitted to
incorporate. The physicians' objective was to be treated as a corporation for federal tax purposes, so they could take advantage of the
code's pension provisions applicable to corporations. 2021 This led to
the now well-known case of United States v. Kintner.
In Kintner, the Commissioner contended that physicians could
not be classified as a corporation for federal tax purposes because
of the personal nature of the service rendered. In other words, his
argument was that because the practice of medicine is personal,
a corporation cannot engage in such practice. 22 The court, however,
disagreed and held that the association more resembled a corporation than a partnership and consequently should be treated as a
23
corporation for federal tax purposes.
15.
16.
17.
18.
19.

Id. at
Id. at
Pelton
Id. at
Id.

20.

REv. CODE of 1939, § 165.
United States v. Kintner, 216 F.2d 418 (9th Cir. 1954).
Id. at 421.
Id. at 421-24; see Gait v. United States, 175 F. Supp. 360 (N.D. Tex. 1959).

21.
22.
23.

INT.

360.
357.
v. Commissioner, 82 F.2d 473
476.

(7th Cir. 1936).
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C.

KINTNER REGULATIONS

In 1960, in an attempt to reverse the Kintner decision and to
stop the formation of professional "associations," the Treasury Department issued a new set of regulations. 24 These regulations have
been labeled the Kintner Regulations. In deciding if an organization
should be classified as a corporation for income taxation, a corporate resemblance test somewhat analogous to Morrissey was to be
used.

25

These new regulations put an emphasis upon local law, although
the label that the state put on an organization was still not a controlling factor. But local law now, according to the regulations, was to
govern ". .. in determining whether the legal relationships which
have been established in the formation of an organization are such
that the standards are met. ' 26 Therefore, even though the parties
would agree upon a Kintner-type organization, with corporate characteristics which would satisfy the characteristics laid out in the
Regulations, under the Uniform Partnership Act they still could not
attain federal corporate tax status. In a state which had adopted
the Uniform Partnership Act, the legal relationships would be such
that the standards could not be met. Consequently, a strict interpretation of these regulations would have made it impossible in thirtyeight states (including North Dakota) for a professional association
to be classified as a corporation for tax purposes because these
states had adopted the Uniform Partnership Act. As a result, in
1961, states began to change their laws so that professional persons
could incorporate or form other groups to meet the requirements
27

of the regulations.
D.

THE KEOGH ACT

In 1962, Congress passed the Self-Employed Individuals Tax Retirement Act. 2s This act, usually called the "Keogh Act," or simply
"H. R. 10," gives the self-employed person some of the retirement
24.
25.

Tress. Reg. §§ 301.7701-1 to -11 (1960).
Tress. Reg. § 301.7701-2 (a) (1) (2) (1960).
More than two out of the last four of the following six characteristics are neces-

sary. One and two are generally common to both corporations and partnerships. The six
characteristics are:
"(i) Associates, (ii) an objective to carry on business and divide the gains therefrom, (ill) continuity of life, (iv) centralization of management, (v) liability for corporate debts limited to corporate property, and (vi) free transferability of interests."
26. Treas. Reg. § 301.7701-1 (c) (1960).
"[I]t is the Internal Revenue Code rather than local law which establishes the
tests or standards which will be applied in determining the classification in which an organization belongs, local law governs 4n determining whether the legal relationships which
have been established in the formation of an organization are such that the standards are
met. Thus, it is local law which must be applied In determining such matters as the legal
relationships of the members of the organization among themselves and with the public
at large and the interests of the members of the organization in its assets." (Emphasis
added).
27. 1 CCII CoRP. L. Gum
1 116 (1970).
28. Pub. L. No. 87-792, 76 Stat. 809 (1962).
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benefits previously available only to employees. This plan, however,
requires more limited contributions and is not nearly as flexible as
the retirement plans available to the corporate employee. 29 Also,
as discussed below, there are other tax advantages accruing only
to a corporation. Consequently, professionals continued their struggle

to gain corporate tax treatment.
E.

PROFESSIONALS ENCOURAGE LEGISLATION

As a result of the Kintner Regulations (discussed at section C
above), professional groups undertook action to have their state
legislatures pass laws which would allow professional persons to
incorporate.80 Again it seems that the motivating factor for wanting
to achieve corporate tax status was to be able to take advantage
of the qualified pension and profit-sharing plans and other fringe
benefits available only to corporate employees~s"
The nature of this legislation generally falls into three categories.
Some states limit incorporation to one or more specified professions.
Other states permit the formation of professional associations which
may be designed to qualify for corporate tax treatment. The third
category, including the largest number of states, is the one of broad
professional corporation acts.8 2 Some of these acts, including that
of North Dakota,33 make it possible for all individuals needing a
license to practice their profession to incorporate.8
1.

THE NORTH DAKOTA

PROFESSIONAL

CORPORATION ACT

North Dakota professional corporations are subject to the North
Dakota Business Corporation Act. Professional corporations "...
shall enjoy the powers and privileges and be subject to the duties,
restrictions and liabilities of other corporations except where incon29. INT. REV. CODE of 1954, §§ 401-404.
30. As of March, 1970, all states except New York, Wyoming, and the District of
Columbia had passed some type of a professional corporation or association act. 1 CCH
CORP'. L. GuDn IT 116 (1970).
31. The stated purpose of the North Dakota Professional Corporation Act is:
"And shall be so construed as to effectuate its general purpose of making
available to professional persons the benefits of the corporate form."
N.D. CENT. CODE § 10-31-14 (Supp. 1969).
32. See 1 CCH CoRp. L. GuiE IT 116 (1970) for an analysis of the various professional organization statutes.
33. N.D. CENT. CODE ch. 10-31 (Supp. 1969).
34. Some professional persons have not always been free to incorporate because the
rules of professional ethics of the professional society of which they are members did
not permit it. In 1962, Opinion 303 was adopted by the Professional Ethics Committee of
the American Bar Association. This opinion states that lawyers may practice law as a
professional corporation or professional association provided certain safeguards are
taken. As set forth in Chapter 12 of the Rules of Conduct of A.M.A., there is no ethical
prohibition against American Medical Association members forming corporations. On the
other hand, Rule 401 of the American Institute of Certified Public Accountants Code of
Professional Ethics does not allow incorporation. However, the Institute held a referendum last fall in which members approved an amendment to the Code allowing members
to offer public accounting services in the form of "a professional incorporation or association whose characteristics conform to resolutions of council."
(J.of AccouNTANCY, Feb., 1970, at 7).
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sistent with the letter and purpose of this chapter. 3 5 If there is a
conflict between the Professional Corporation Act and the Business
Corporation Act, then the former takes precedence.3 6
The following are the principal differences between the two acts.
A professional corporation cannot engage in any business other than
rendering the one specific professional service for which it was organized.17 A person may only be an officer, director, or shareholder
of one professional corporation at a time.3 8 Only persons licensed
to provide professional services may be a stockholder.3 9 Services
can only be rendered by those duly licensed to render them except
by clerks, assistants, etc., who by custom and practice are not considered to be rendering professional services to the public. 40 And,
liability between the person providing the professional service and
41
the one receiving it is not altered by incorporation.
F.

1965 KINTNER AMENDMENTS

In 1965, the so-called Kintner (1960) Regulations were amended.
The amendments used the same set of characteristics as the old
regulations, but they redefined these characteristics making it more
difficult for a professional service organization to qualify for federal
corporate tax status.
The amended regulations contain three important changes. First,
there is a de-emphasis on state law for classifying organizations for
federal tax purposes. 42 Second, an example of a medical clinic which
could gain corporate tax status under most state professional corporation laws was deleted. 43 And third, a subsection to apply specifically to professional service corporations was added. 44 This subsection sets forth criteria which made it almost impossible for a
professional service organization to gain corporate tax status. Consequently, when applying these amended regulations it is much more
difficult for a professional service organization to qualify for federal
corporate income tax treatment than for a nonprofessional service
organization. This discrimination has been severely attacked by the
courts.

35.
36.
37.
38.
39.
40.
41.

42.

43.
44.

N.D.
Id.
Id. §
Id. §
Id. §
Id. §
Id. §

CENT.

CODE

§ 10-31-03

(Supp.

1969).

10-31-04.
10-31-06.
10-31-07.
10-31-08.
10-31-09.

Treas. Reg. § 301.7701-1 (c) (1965).
"[T]he labels applied by local law to organizations, which may now or
hereafter be authorized by local law, are in and of themselves of no importance in the classification of such organizations for the purposes of taxation
under the Internal Revenue Code."
Treas. Reg. § 301.7701-2 (g) Example 1 (1965) (deleted 1970).
Treas. Reg. § 301.7701-2 (h) (1965.)
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COMMISSIONER THWARTED BY JUDICIAL DECISION

As might have been predicted, the Kintner Regulations
with their amendments caused more judicial activity. 45 The first
case to be heard was Empey v. United States.4 This case is unique
for three reasons. It was the first Court of Appeals4 7 decision holding
that the Kintner Regulations, as amended, were invalid. At the Court
of Appeals level it was the first case where the organization involved
was a law firm. And, it was also the first case involving a professional organization which was incorporated under a state professional
48
corporation statute.
The four man corporation was created on December 31, 1961,
pursuant to the Professional Service corporation section of the general corporation laws of Colorado. Empey was employed by the
firm as a lawyer on January 1, 1965, and he became a stockholder
on November 1, 1965. For the calendar year 1965, Empey paid
taxes on the salary he had earned for the year plus his share of
the company's net earnings for the period. He then filed a claim
for a refund based on the difference between his corporate salary
and his share of the company's net earnings for the year. When the
Commissioner failed to act on his claim, Empey brought court action.
The Treasury Department took the position that because of the
nature of the relationship between a lawyer and his client, lawyers
cannot by incorporating achieve the status of a corporation for federal
tax purposes.4 9 Note that this is the same position that was first
taken in United States v. Kintner.
The United States District Court held that the 1965 amendments
were inconsistent with § 7701 (a) of the 1954 Internal Revenue Code
and that their enactment constituted an exercise of a nondelegable
legislative function. Further, the court held that even assuming the
Regulations to be valid, this corporation would comply with the
Regulations for federal corporate tax treatment because the organization is more analogous to a corporation than a partnership.5 0
45. A North Dakota Professional Service Corporation sought a declaratory judgment
in 1967 to determine whether the corporation was a legal corporation within the meaning
of the provisions of the Internal Revenue Code dealing with employees' pension trusts and
to enjoin the Fargo District Director of Internal Revenue from denying legal corporate
existence to the corporation. The Fargo District Director of Internal Revenue had prevIously informed the Corporation that its plan did not qualify under section 401 (a) of the
Code and that the Corporation, as organized under North Dakota law, was classified as
a partnership under section 301.7701-2 (h) of the Income Tax Regulations. The United
States District Court (D.N.D.) denied the declaratory judgment because: (1)
no such
remedy exists where the controversy Involves federal taxes, (2)
in effect the action
amounts to a restraint in the collection of taxes, and (3) the complaint did not state that
the amount of the controversy exceeds the jurisdictional limit of $10,000. Wahpeton Professional Services, P.C. v. Kniskern, 275 F. Supp. 806 (D.N.D. 1967).
46. Empey v. United States, 272 F. Supp. 851 (D. Colo. 1967).
47. United States v. Empey, 406 F.2d 157 (10th Cir. 1969).
48. Recent Decisions, Federal Income Taxation--Professional Service Corporations, 57
ILL. B.J. 762, 764 (1969).
49. Empey v. United States, 272 F. Supp. 851, 852 (D. Colo. 1967).
50. Id. at 853, 854.

NORTH DAKOTA LAW REVIEW

The Tenth Circuit Court of Appeals affirmed the District Court's
decision. The Court of Appeals said:
We conclude the 1965 Regulations are 'unreasonable and
plainly, inconsistent with the revenue statues,' and are therefore invalid. Moreover, we think the 1965 Regulations 'amount
to an attempt to legislate' and are therefore invalid. 51
Another case decided in favor of the taxpayer is O'Neill v.
United States.52 The plaintiff was one doctor of a group providing
radiological services to hospitals and individual patients. The group
was organized under the professional association law of Ohio. In
1966, the plaintiff paid his federal income tax as a partner of the
organization and later sued for a refund. The plaintiff maintained
that he should have paid his income tax as an employee-stockholder
rather than as a partner of the organization. 53 As contrasted with
Empey, this court based its decision only on Treas. Reg. § 301.7701-2
(h) (1965), saying:
The effect of this regulation is to set up more stringent
standards of corporate tax treatment for professional service
organizations than for all other kinds of organizations . . .
Moreover, as a matter of tax policy, the Court does not see
any factual or legal characteristics which would justify different tax treatment of closely held professional service organizations, on one hand, and closely held nonprofessional
service organizations, on the other.5 4
The Circuit Court affirmed the decision saying:
We hold that a corporation created under state law is a
corporation within the meaning of 26 U.S.C. § 7701 (a) (3)
and that Treas. Reg. §§ 301.7701-1 (c) and 301.7701-2 are invalid insofar as they require a corporation created under
state law to be treated as something other than a corporation
for federal tax purposes. 55
Two other cases holding the Regulations to be an unreasonable discrimination against professional corporations are Kurzner
and Holder.56 The principal argument used in these cases is based
on Section 7701 (a) of the Internal Revenue Code of 1954, which
51. United States v. Empey, 406 F.2d 157, 170 (10th Cir. 1969) ; see, Wallace v. United
States, 68-2 U.S. Tax Cas. 1 9669 (E.D. Ark. 68). The court in Wallace reached a similar decision. That court had before it a group of Arkansas doctors who wanted to qualify
their corporate profit-sharing plan. The court upheld the doctors corporate classification
relying primarily on Empey to invalidate the professional service regulations.
52. O'Neill v. United States 281 F. Supp. 359 (N.D. Ohio 1968).
53. See infra note 65 for the amount of the tax savings involved.
54; O'Neill v. United States, 281 F. Supp. 359, 364 (N.D. Ohio 1968).
55. O'Neill v. United States, 410 F.2d 888, 899 (6th Cir. 1969).
56. Kurzner v. United States, 286 F. Supp. 839 (D. Fla. 1968), affirmed In the 5th
Circuit Court, and Holder v. United States, 22 Am. Fed. Tax R.2d 5203 (N.D. Ga. 1968).

NoTEs
defines a partnership and a corporation. The Treasury Regulations
were held to be invalid in both cases because they discriminate
against professional corporations without any factual or legal reason.
H.

RECENT EVENTS

Thus, after many years of conflict with the professional people
and several court defeats, the Internal Revenue Service has conceded
that organizations of professionals organized under state professional
association acts will generally be given corporate tax status. 57 The
Revenue Service has, however, reserved the right, "to conclude
differently in any case that reflects special circumstances not present
in O'Neill or Kurzner."581 Also, the government will not press its
appeals of Holder or Wallace. Furthermore, it will not appeal other
pending cases with the same issue involving similar facts. And the
release also states that implementing instructions will soon be issued
to field personnel, and modifications of existing regulations will be
required consistent with the court decisions. 59
This release indicates that corporate tax treatment is still not
automatic upon forming a professional corporation. A recent Wisconsin case, for example, serves as a warning that more than
a skeleton is needed to attain corporate tax treatment. In Wisconsin
four radiologists formed a professional corporation. Each stockholder
had an employment agreement with the corporation giving it control
over his professional activities, but each continued his separate
individual practice as he had done prior to incorporation. However,
their income was deposited in the corporation's checking account
from which expenses were paid. Substantially all of the net income
was distributed to the stockholders as compensation.
The Internal Revenue Commissioner said the radiologists were
partners and denied the corporation's deductions for pension plan
contributions and other employee expenses. The question, said the
tax court, is whether the reported income was earned by the corporation or the individual radiologists. The court concluded that the
formation of the professional corporation did not entitle the radiologists to treat the income earned from their individual practices
as corporate income. "The court noted that it did not enter into
arrangements to provide professional services, own equipment, assign
places of employment or direct the radiologists in their professional
activities."6 0
Another recent development which affects professional corpora57.
58.
59.
60.
11,742.

TIR 1019, 7 CCH 1969 STAND. PE1D. TAx REP. 9 6867 (Aug. 8, 1969).
Id.
Id.
Koubik v. Commissioner, 53 T.C. No. 36 (Dec. 3, 1969), 2 CCH CoRp. L. Gure 9
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tions electing Subchapter S61 treatment so as not to be taxed as a
corporation is the passage of the Tax Reform Bill of 1969 (H. R.
13270). This law makes shareholders of Subchapter S corporations
subject to H. R. 10 limitations. That is, deductions for contributions
by Subchapter S corporations to qualified employee pension and
profit-sharing plans beginning in 1970, will be subject to 10 per cent
62
of each stockholder's compensation or $2,500 whichever is less.
The Senate Finance Committee included a proposal in the same
tax bill which would apply these H. R. 10 restrictions to retirement
contributions on all professional corporations. This proposal, however, did not pass the Senate. Opponents argued that because the
Treasury Department is conducting a study of the field of retirement
planning which may yield a legislative proposal this year the present
63
governing provisions of retirement plans should continue until then.
Key Treasury officials are now considering requesting Congress to
make revisions in retirement plans for professional people. Some
prefer to ask for even treatment by giving professional partnerships
the same treatment as professional corporations. But others suggest
they may ask Congress to reach uniformity by tightening pension
64
provisions now available to incorporated professionals.
III.

TAX

ADVANTAGES

A distinction to keep in mind is that a partner or sole proprietor
is an owner sharing in profits of the business; whereas, the professional who has incorporated is an owner and an employee. It is
because of this distinction that a financial benefit can be derived
from having a professional service organization classified as a corporation for federal-and sometimes state-income tax purposes. By
creating a separate legal entity, of which the taxpayer is an employee
and stockholder, different tax rules apply to many expenditures.
As a result, the professional can decrease his total tax liability
by deducting certain items from corporate gross income as necessary
business expenses which are not deductible from gross income if
the taxpayer is a member of a partnership or a sole proprietorship.
Also, it is possible to shift some income to other tax periods when
the taxpayer will probably have a smaller taxable income and
65
accordingly will be taxed at lower progressive rates.
61. A Subchapter S corporation is a small business corporation that has elected not
to be taxed as a corporation. Each shareholder of the corporation includes his pro rata
share of the corporation taxable income on his individual tax return similar to partnership income.
62. Tax Reform Act of 1969 § 531, P-H FED. TAX REP. BULL. No. 1 U 123 (1970).
63. AM. B. NEws, Vol. 14, December, 1969, at 5, col. 1.
64. THE WALL ST. J., March 11, 1970, at 1, col. 5.
65. An illustration of such a savings to a taxpayer can be found in a recent case where
the court decided in favor of the taxpayer. The taxpayer, a doctor in a medical association under Ohio law, paid his federal income taxes as a partner. Later he sued the
United States for a refund asserting that he should have been taxed as a stockholderemployee rather than as a partner of the organization. The following was his tax savings:

NOTES
The discussion and the examples which follow will point out
some of the possible tax savings. The examples, utilized are based
on 1969 tax rates (ignoring the surtax) and the assumption is made
that income and deductions are constant. The examples are employed
in a manner to emphasize maximum tax savings from selected
advantages by incorporating only one or a few tax advantages in
each example. This is done to exemplify the potential of the various
techniques rather than the combination in which they should be
used. It may appear to be an oversimplification but the justification
is that this will illustrate possible savings for persons who are in
vastly different taxable situations. Because of differences in income,
business practices, financial needs, etc., it is improbable that any
two organizations will combine the various options in the same
manner.
A.

FEDERAL

1.

QUALIFIED PENSION AND

PROFIT-SHARING

PLANS

An employee-stockholder of a professional corporation may invest
up to 15 per cent of his salary in a qualified pension plan. 6 By combining a profit-sharing plan with a qualified pension plan the employee-stockholder may invest up to 25 per cent of his salary.6 7
Under the Keogh Act (H. R. 10), only 10 per cent can be deducted up
to a maximum of $2,500.68
The corporation would get an immediate income tax deduction
for the amount of the contribution.6e Further, income earned by
the pension and profit-sharing trust is exempt from tax.70 And the
employee-stockholder is not taxed on these contributions until he
receives them or has an unrestricted right to receive them.7 1 At
that time, when the installments are received, he will probably
be retired and in a lower tax bracket. Or, if he elects to receive
the payments all within one year, then capital gains treatment
will apply.7 2 The capital gains treatment however is now subject
"The difference in the amount of tax [$2,164.69] results from: (1) the right to
deduct as a corporation certain expenditures on behalf of the doctors who would be both
the corporation's shareholders and employees, which would not be deductible by the doctors as partners in reporting their income from a partnership; (2) the attribution to
the doctors as partners of all of a partnership's net income rather than only the salaries
and any dividends which they received as employees and shareholders of a corporation.
The deductions to which only a corporation would be entitled are those relating to deferred compensation through pensions and profit-sharing plans which must be for the
benefit of an 'employee', a term which for these purposes does not include a member of
a partnership. Brief for Defendant at 2 n. 1, O'Neill v. United States, 281 F. Supp. 359
(N.D. Ohio 1968)."
Horbaly, Internal Revenue-1965 Treasury Regulations-Discrimination Against Professional Corporations, 20 CASE W. RES. L. REv. 261 n. 7 (1968).
66. INT. REV. CODE of 1954, § 404 (a) (3).
67. Id. § 4.04 (a) (7).
68. Id. § 404 (e) (1).
69. Id. § 404 (a).
70. Id. § 501.
71. Id. § 101 (b).
72. Id. § 402 (a) (2), 403 (a) (2).

444

NORTH DAKOTA LAW REVIEW

to certain limitations. For plans beginning after 1969 the amount
contributed by the employer is treated as ordinary income. This
amount then is taxed, using a formula which averages the amount
over a seven year period.73 In short, a qualified pension and profitsharing plan gives the professional person a tool which enables
him to spread some of his taxable income more evenly over his
lifetime and allows a tax free accumulation of dividends and interest;
thereby decreasing his total tax liability. The following example
compares a corporate retirement plan with a Keogh plan.
EXAMPLE 1
CORPORATE RETIREMENT PLAN v. KEOGH
Gross Income ................................
Less Contributions to Retirement Plan ............

No Corporation
$30,000
2,500

Corporation
$30,000
6,000

$27,500

$24,000

.......................

3,000
4,000

3,000
4,000

..........

$20,500

$17,000

$ 4,540

$ 3,540

Income .............................................

Less:
Exemptions .....................................
Item ized Deductions .............................
Taxable Income ..............................

...

Tax on the Above ...............................................................................
Immediate Gross Tax Saving .......................

$ 1,000

Less:
Additional Social Security Tax
(to the nearest dollar) ..................................
Immediate Net Tax Saving .............................................

10674
$

894

It should be pointed out that the hypothetical taxpayer in the
above example will have $2,606 less current income to spent. To
take advantage of the $894 tax saving, he will have to invest an
additional $3,500 in his retirement plan for a decrease in spendable
income of $2,606. For a young professional, with exemptions of $3,000
and itemized deductions of $4,000, as in the above example, this
may be more income than he is willing to forego for the tax saving.
On the other hand, for the professional nearing retirement or with
other sources of income, the above plan may be feasible. In addition, as income rises the savings are even greater and a smaller
percentage of the income may be required for immediate needs.
This device has a great potential for the professional with a
large income. For a professional with an annual income of $176,700,
149 (1970).
73. Tax Reform Act of 1969, § 515, P-H FED. TAX REP. BULL. No. 1
74. Social security taxes are currently computed at the rate of 6.9% on the first $7,800
of self-employment income for a total of $538.20'. INT. REv CODE of 1954, § 1401. The
combined rate of the employer and the employee is currently 9.6%, one-half payable by
each, of the first $7,800, for a total of $748.80. INT. REV. CODE of 1954 § 3111. This is a
difference of $210.60. However, the employer's share of $374.40 is a deductible expense.
INT. REv. CODE of 1954 § 164. This results in a net difference of $105.57 in this example.

NoTEs
it is possible to save up to $17,200 in taxes per year and to accumulate $1,665,200 in investments over a twenty-three year period. This
is illustrated by a plan, drawn up by a management consultant for
a client, reproduced below. For a discussion of insurance deductions
allowable by corporate and noncorporate organizations, see subsection four below.
EXAMPLE 2
75
A WEALTHY PHYSICIAN'S INCOME PLAN

Following is a financial analysis prepared by Gene Balliet
of Teaneck, N. J., for a well-to-do medical specialist.
Continuing in
solo practice
Gross Practice Income for One Year ..................................
$ 176,700
Overhead Costs ...............................................................................
- 53,000
Amount Deducted for Tax-Sheltered Investment Plan ....
-2,500
All Forms of Insurance Deductible ....................................
not allowed

As a corporation

Net Practice Income ....................

$

$ 121,200

Tax Bracket .................................................................................
Federal Tax Paid ............................................................................
Personal Take-Home Pay ...........................

Deductible Investments Added Back To
Indicate Total Personal Income .....................
Personal Insurance ......................................................................

Net Personal Income (Total Assets) ......................................
Investment Projection: Keogh Plan to Age 65
(23 Years); Corporate Plan (To Age 65) ......................
Retirement Income On A 6% Withdrawal Plan ............

2.

$ 176,700
-55,650
-23,950
-1,297

64%

95,800
60%

$ 64,180
$ 46,900
(a tax savings of $17,280)
$

57,020

$

48,900

±23,950
+2,500
-1,297 already
paid
and deducted
$

60,800

$ 173,800
$ 10,400
a year

$

72,850

$1,665,200
$

99,900
a year

DEATH BENEFITS

There are also estate and gift tax benefits. Amounts in a qualified
pension or profit-sharing plan, which are receivable by a beneficiary
other than the employee's estate and are unpaid at the death of
an employee, are exempt from estate tax to the extent of the employer's contributions. 7 6 And, if the employee has an irrevocable
75. Blakeslee, Physioiams Profit from Tax Device, N. Y. Times, Oct. 26, 1969, § 1, at
64, cols. 2-3. Apparently totals have been rounded to the nearest $10. [This savings will
be diminished in the future. For taxable years beginning in 1971 the maximum tax on
earned income will be 60% and for taxable years thereafter 50%. Tax Reform Act of 1969,
P-H FED. TAx REP. Bum. No. 1 105 (1970.]
76. INT. REV. CODE of 1954, § 2039(C).
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election of survivor benefits, a
Also, a corporation can make a
deceased employee's beneficiary
78
and is
tible to the corporation
3.

gift tax exemption can be used."7
$5,000 death benefit payment to a
or estate. The payment 7 9is deductax-free to the recipient.

DEFERRED COMPENSATION

Another potential tax saving device is a deferred wage compensation plan. The professional employee can contract with the corporation to spread future salary increases over the years he expects
to be retired. 80 This technique is another way to spread taxable
income more evenly over the employee's lifetime.
4.

INSURANCE
a)

ACCIDENT

AND

HEALTH

A partner or sole proprietor can only deduct his medical expenses
which exceed 3 per cent of his adjusted gross income. 8' If he has
insurance, he can deduct only one-half of the annual premium paid
up to $150. The remainder of the premium is subject to the 3 per
cent limit.8 2
On the other hand, a corporation may purchase health and hospitalization insurance for an employee and his dependents or reimburse the employee for his medical costs. Either way, the payments
made by the corporation are deductible by it. 3 And these payments
are not taxable to the employee.8 4 If a self-employed person purchases disability insurance, payments received under the plan are
tax exempt also; but, he cannot deduct the premium because it is
a nondeductible personal expense. 5
b)

GROUP LIFE

Premiums on group life insurance are deductible by the corporation as an ordinary and necessary expense too. 8 6 As long as the
employee's total coverage from all of his employers is not over
$50,000, he has no taxable income. 7 The partner or sole proprietor
has no such advantage. His life insurance premiums are not deductible. And also, a wife and each child of an employee can be
77.

Id. § 2517.

78. Id. § 161.
79. Id. § 101(b) (1).
80. For qualified deferred compensation arrangements see INT. REV. CODE of 1954, §8
401-404, 421-425.
81. Id. § 212.
82. Id. § 213 (a) (2).
83. Id. § 161.
84. INT. PMV. CODE of 1954, §§ 105 (b), 106.
85. INT. REV. CODE of 1954, § 262.
86. Id. § 161.
87. Id. § 79.
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covered by group life insurance with the premiums deductible by
the corporation if the proceeds do not exceed $2,000.88
5.

SICK

PAY

EXCLUSION

If the corporation does not purchase disability insurance for the
benefit of the employee, the corporation may still continue to make
deductible salary payments to a disabled employee. The first $100
per week in benefits received by the employee will be tax-exempt
to him, except the rate does not apply to the first 30 calendar days
of receipts if such amount exceed 75 per cent of the regular weekly
rate of wages. 9 The remainder is fully taxable. But, the income
a self-employed person continues to earn from his business while
disabled is fully taxable to him. 90
B.

NORTH DAKOTA

In North Dakota there are three taxes to consider when planning
to minimize state taxes by incorporating. These are the Business
and Corporation Privilege Tax, the personal income tax, and the
corporate income tax. The Business and Corporation Privilege
Tax applies to taxable income for taxable years beginning on or
after January 1, 1970. The tax is one per cent of net income derived
from the operation of a profession, but does not apply to income
earned as an employee. The tax is applicable to corporations also
at the rate of one per cent, computed on the basis of taxable income. 91
Consequently, if a professional incorporates and is paid a salary,
he will avoid the tax to the extent of the salary he is paid.
Another consideration is the difference in the corporate and individual income tax rates. The individual rates progress quite steeply
92
from a rate of one per cent to a maximum of eleven per cent;
whereas, the corporate rates progress more slowly from three per
cent to a maximum of only six per cent.93 Furthermore, the corporation can elect not to be taxed as a Subchapter S corporation for state
tax purposes even though it did make the election for federal tax
purposes, 94 and dividends can still be passed on tax free. 95 One
possible technique, resulting in a $608 state income tax saving, is
exemplified below.

88.
89.
90.

91.
92.
93.
94.
95.

Treas. Reg. § 1.61-2 (d) (2) (ii) (b) (1966).
INT. REv. CODE of 1954, § 105 (d).
INT. REV. 'CODE of 1954, § 61.
N.D. CENT. CODE § 57-38-66 (Supp. 1969).
Id. § 57-38-29.
Id. § 57-38-30.
Id. § 57-38-01.4 (2).
Id. § 57-38-01.2 (1).
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EXAMPLE 3
NORTH DAKOTA SUBCHAPTER S ELECTION
v. NO NORTH DAKOTA
SUBCHAPTER S ELECTION WITH A $20,000 SALARY
(all figures rounded to the nearest dollar)
Subchapter S
State
Federal

State-No Subchapter S
Individual Corporate

$20,000
$30,000
$30,000
Gross Incom e .........................................

$10,000

Less:
3,300
3,000
Exem ptions ......................................
4,000
4,000
Itemized Expenses .......................
5,340
Federal Taxes ................................
$17,360
$23,000
Taxable Income ....................................
Tax on the Above ...............................

$ 5,340

Business Privilege Tax .................
Total

..........

...............

$ 5,340

3,300
4,000
3,560

1,780

$ 9,140

$ 8,220
301

$ 1,240
300

$

394

$

$ 1,540

$

394

$ 401

Additional Social Security Taxes on
Salary (2.7% x $7,800 less $74
Income Tax Deduction) ............

$ 1,540
Total Difference ....................................

100

137
$

531

$

401

Tax Saving $1,540-(531+401)=$608
IV.

SOME CAVEATS

A.

CHANGE OVER PROBLEM

A new corporation that is formed has the right to select a taxable
year, and it may select one different from that of its stockholders.,8
In the first taxable year, i.e., of the individual stockholder-employee,
a problem may arise, depending upon the partnerships' taxable year.
The problem of bunching of income arises, resulting in paying
tax at a higher rate in the year of change over if the partnership
has a fiscal year ending early in the calendar year. For example,
if the partnership has a fiscal year beginning on February 1 and
ending on January 31, and the corporation selects a calendar taxable
year, the stockholder-employee's will have twenty-three months of
income included on their individual income tax return. This would
consist of twelve months partnership income and eleven months of
corporate salaries. Twelve months of the member's share of the
partnership income would be taxable to him because the last day
of the partnership year falls within the member's taxable year and
eleven months of his salary would be included also because this
96.

INr. PE.

CODE of 1954, § 441.
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would be received by him during the same taxable year and therefore
included as compensation for personal services.
On the other hand, if the partnership has a calendar taxable
year the stockholder-employees have an opportunity to save taxes
by having the corporation adopt a fiscal year which ends early
within the calendar. For example, if the corporation adopts the
fiscal year of February 1 to January 31, then only one month of
the corporation's income (Subchapter S distribution or dividends)
will be included in the stockholders income in the change over year.
The result is that the tax on eleven months of the corporations
applicable income is indefinitely postponed and that which is included
in the change over year will be taxed at a lower rate. If, of course,
the corporation pays out all or a large per cent of its earnings in
the form of salaries, then the saving will be materially reduced
or eliminated because the stockholder-employee will still be required
to include the salary that he received over the twelve month period.
B.

OTHER PROBLEMS

The federal corporation tax rate is 22 per cent of the first $25,000
7
of taxable income and 48 per cent on taxable income over $25,000.
98
Because individual tax rates presently go as high as 70 per cent
(the maximum tax rate on earned income will be limited to 60%
for taxable years beginning in 1971 and will be limited to 50% for
taxable years beginning thereafter), 9 the stockholder in a high tax
bracket might prefer not to pay out all corporate income in the
form of a salary but rather have it taxed at the 22 per cent corporate
rate. This income would have to be left in the corporation to prevent
it from being taxed again at the stockholder level. Then, however,
the problem of the accumulated earnings tax arises. If earnings
are accumulated unreasonably, they will be taxed at the rate of
per cent on the bal271/2. per cent on the first $100,000 and 38
ance. 10 0 However, $100,000 can be accumulated before a problem
arises because only the amount accumulated in excess of $100,000 is
subject to the tax.1°1 It seems this should be adequate for most firms.
Also to be avoided are the personal holding company and unreasonable salary problems. The tax rate for personal holding companies is 70 per cent. If the professional corporation would be classified as a personal holding company, it would be subject to this tax
the same as any other personal holding company. 10 2 To avoid this
tax the by-laws of the corporation should give the corporation author97.
98.
99.
100.

101.
102.

Id. § 11 (b)

(c)

(d).

Id. § 1.
Tax Reform Act of 1969, P-H 1EE,. TAX REP. BULL. NO. 1 9 105 (1970).
Id. § 531.

Id. § 635 (c) (2).
Id. §§ 541-47.

NORTH DAKOTA LAW REVIEW

ity to designate the individual professional employee who is to perform
103
services for each corporate client.
A similar problem arises if salaries paid are proven to be unreasonable compensation for services rendered. They would then
be treated as dividends, not deductible by the corporation but taxable
to the recipient.1 0 4 There probably is little likelihood of such treatment
in a professional service business however. It has been suggested,
for example, that a professional corporation should pay out all income
in the form of salaries, since it is argued this is a reasonable salary
because it equals total billings (value of services provided) less
expenses. 10 5 It should be mentioned that Subchapter S election eliminates all three of the last above mentioned problems, although some
of the advantages previously discussed then may be lost by some
taxpayers.
V.

CONCLUSION

This note is not intended to include every possible tax advantage,
nor was it planned to include every tax disadvantage or difficulty
the professional who incorporates will face. The primary purpose
was to suggest some of the techniques which can be used to realize
the greatest tax savings and to illustrate that there are problems
involved. Each individual will have to decide which combination
of these techniques is best suited to fit his particular circumstances.
And also, before making the final decision whether or not to incorporate, the professional should consider nontax considerations as
well 0 6 and then weigh all of the advantages and disadvantages.
Naturally only if the total advantages outweigh the total disadvantages will it be wise to incorporate.
There is one final caution. Although the procedural steps for
forming a professional corporation are simple, a person forming
one should have the advice of a professional with expertise in
this area. The reason for this is twofold. First, if the corporation
is not properly planned, taxes will not be minimized. Second, the
corporation and its deferred compensation plans, etc., should be
structured so that a challenge by the Internal Revenue Service can
be met with success.
JERRY HUIZENGA

103. Id. § 643 (a) (7).
104. Id. § 162 (a) (1).
105. 1 P-H TAX IDEAs 1 11,016 at 11,363 (1969).
106. For a detailed outline of several nontax considerations as well as a useful description of tax considerations see Ray, The Tax Status of Professional Corporations, 13 PRAc.
LAW 45 (1967).

